
COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

APPLICATION OF KENTUCKY POWER )
COMPANY D/B/A AMERICAN ELECTRIC )
POWER FOR APPROVAL, TO THE )
EXTENT NECESSARY, TO TRANSFER )   CASE NO. 2002-00475
FUNCTIONAL CONTROL OF )
TRANSMISSION FACILITIES LOCATED )
IN KENTUCKY TO PJM INTERCONNECTION, )
L.L.C. PURSUANT TO KRS 278.218 )

O  R  D  E  R

On August 25, 2003, the Commission granted the requests of Kentucky Power

Company d/b/a American Electric Power (“Kentucky Power”) and PJM Interconnection,

L.L.C. (“PJM”) for rehearing of the Commission’s July 17, 2003 Order which denied

Kentucky Power’s application to transfer functional control of its transmission assets to

PJM.

Kentucky Power owns facilities that are used to generate, transmit, and distribute

electricity to 174,000 retail customers in 20 counties in eastern Kentucky.  Thus,

Kentucky Power is a utility as defined by KRS 278.010(3)(a) and is subject to the

regulatory jurisdiction of this Commission.  PJM is an independent transmission

operator that has been approved by the Federal Energy Regulatory Commission

(“FERC”) as a regional transmission organization (“RTO”).  PJM is subject to the

regulatory jurisdiction of the FERC.
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Kentucky Power’s request to transfer functional control of its transmission

facilities to PJM falls within the purview of KRS 278.218.  Enacted by the Kentucky

General Assembly in 2002, this statute prohibits a utility from transferring ownership or

control of its assets unless it has received the prior approval of the Commission.  The

standard of review established by the statute is that, “The Commission shall grant its

approval if the transaction is for a proper purpose and is consistent with the public

interest.”  This statute, which applies to the transfer of ownership or control of assets,

was enacted to supplement the Commission’s then-existing authority under

KRS 278.020(4) and 278.020(5) to review and approve the transfer of ownership or

control of a utility.

Kentucky Power is a wholly owned subsidiary of American Electric Power

Company (“AEP”), a multi-state registered public utility holding company.  For many

years AEP has owned five electric utility companies in the Midwest that collectively

provide service to parts of the following seven states:  Indiana, Kentucky, Michigan,

Ohio, Tennessee, Virginia, and West Virginia.  AEP’s operations in the Midwest are now

collectively referred to as “AEP-East.”

In 1998, AEP announced a merger with Central and South West Corporation

(“CSW”).  CSW owned four utilities that operated in parts of Arkansas, Louisiana,

Oklahoma, and Texas.  Since the merger with AEP, the territory formerly served by

CSW is now commonly known as “AEP-West.”

As part of FERC’s approval process for the AEP/CSW merger, AEP negotiated a

settlement with certain Ohio intervenors.  The settlement included an obligation that
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AEP-East join an RTO, an obligation adopted by FERC and expressed as a condition of

the merger.1

CASE HISTORY

Kentucky Power filed its application on December 19, 2002 requesting approval

to transfer functional control of its transmission assets to PJM.  The Attorney General of

the Commonwealth of Kentucky, Kentucky Industrial Utility Customers, Inc., and PJM

requested and were granted intervention.  Following a procedural schedule that

provided for discovery and the filing of prepared direct testimony, a public hearing was

held on March 25, 2003.  Post-hearing briefs were filed and the Commission issued an

Order on July 17, 2003 denying Kentucky Power’s application.

The Commission’s denial of Kentucky Power’s application was based, in part, on

the absence of any Kentucky-specific cost/benefit analysis to demonstrate that the

proposed transaction was in the public interest.  The evidence of record at that time did

not show that Kentucky Power’s membership in PJM would produce any benefits for the

public without adversely affecting the utility or its quality of service.  To the contrary, the

record showed significant, quantifiable annual membership costs, with no quantifiable

benefits flowing to Kentucky Power or its ratepayers.  The July 17, 2003 Order also

discussed a number of other reasons why PJM membership was not in the public

interest, including the apparent inability of PJM to comply with KRS 278.214, which

requires, in certain specified circumstances, transmission priority for retail service.

                                           
1 American Electric Power Co. & Cent. & S.W. Corp., 90 F.E.R.C. ¶ 61,242

(Mar. 15, 2000), aff’d sub nom, Wabash Valley Power Ass’n v. FERC, 268 F.3d 1105
(D.C. Cir. 2001).
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The Commission subsequently granted rehearing to afford Kentucky Power an

opportunity to provide a Kentucky Power-specific cost/benefit study.  Rehearing was

also granted to PJM on the cost/benefit issue, as well as on issues relating to PJM’s

operational rules and requirements.  A procedural schedule was then established which

provided for the filing by Kentucky Power and PJM of cost/benefit studies and prepared

direct testimony.  Subsequent to filing those documents, the Commission convened a

series of informal conferences among the parties to clarify and refine the issues.  As a

result of these conferences and the cooperative efforts of the parties, an Agreed

Stipulation (“Stipulation”) was filed on April 19, 2004.

FERC PROCEEDINGS

FERC, in furtherance of its decision to condition the AEP/CSW merger on RTO

membership, approved the transfer of functional control of the transmission assets of

the AEP-East utilities, including Kentucky Power to PJM, on April 1, 2003.  Subsequent

to this Commission’s decision to deny Kentucky Power’s request to join PJM, FERC

initiated a proceeding to determine what options might be available to resolve the

conflict between FERC’s position and that of Kentucky (and Virginia, which by state law

is unable to approve RTO membership prior to June 30, 2004).  FERC then issued

preliminary conclusions that the decision of this Commission (and the Virginia law) was

preventing the economic utilization of facilities and resources, as those terms are used

in Section 205(a) of the Public Utilities Regulatory Policy Act of 1978 (“PURPA”), and

set for hearing that issue and whether FERC should invoke that Section of PURPA to

preempt the decision of this Commission (and the law of Virginia).  This Commission is
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an active participant in that FERC proceeding, which is docketed as FERC Case

No. ER03-262-009.

SUMMARY OF STIPULATION

The Stipulation, attached hereto as Appendix A, has been signed by all parties to

this case.  It recommends that the Commission now approve Kentucky Power’s

application for authority to transfer functional control of its transmission facilities to PJM,

subject to specified terms and conditions.  Those terms and conditions address, among

other issues, the findings set forth in the Commission’s July 17, 2003 Order regarding

the voluntary nature of PJM’s energy market, our continuing authority to protect retail

customers, and PJM’s curtailment protocols.2  In addition, the parties recommend that

the Commission file the Stipulation with FERC as an offer of full settlement of Docket

No. ER03-262-009, as applied to the Commonwealth of Kentucky.3

COMMISSION ANALYSIS

Based on the evidence of record and being otherwise sufficiently advised, the

Commission finds that the Stipulation, in conjunction with Kentucky Power’s cost/benefit

analysis, adequately addresses the issues discussed in our July 17, 2003 Order as the

basis for denying Kentucky Power’s application.  That Order noted the absence of a

Kentucky Power-specific cost/benefit analysis and discounted the analysis filed by PJM

because there was no demonstration that the net benefits it showed for AEP-East would

result in net benefits for Kentucky Power itself.  The cost/benefit study filed on rehearing

by Kentucky Power estimated the net economic impact of PJM membership for the

                                           
2 Stipulation, Paragraphs 1, 3, and 5.

3 Stipulation, Paragraph 10.
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period 2004-2008.  The study compared a base case scenario in which Kentucky Power

and AEP were not part of PJM to a scenario in which they are fully integrated into PJM.

The study was based on a simulated dispatch analysis conducted for AEP by

Cambridge Energy Research Associates using the General Electric Multi-Area

Production Simulator production cost simulation model.4

The benefits identified in the cost/benefit study are:  (1) greater off-system sales

profits; (2) net revenues from the sale of financial rights to transmit power on the AEP-

East transmission system; and (3) avoided contract costs for services that will now be

performed by PJM.  The costs included in the analysis consist of approximately

$3.9 million per year as Kentucky Power’s allocated share of the PJM administrative

costs that will be borne by AEP.  Total nominal benefits to Kentucky Power over the

5-year period are estimated to be $33.1 million, with estimated net benefits of

$13.4 million after recognizing Kentucky Power’s share of the PJM administrative

costs.5  Of the total benefits identified for the 5-year period, $24.3 million are attributed

directly to Kentucky Power’s increased profits from off-system sales.  These off-system

sales profits are shared with retail customers through Kentucky Power’s monthly system

sales clause.

The July 17, 2003 Order also expressed concern that membership in PJM could

result in a mandatory requirement that Kentucky Power sell the output of its generation

                                           
4 PJM used this same model in preparing the cost/benefit analysis of AEP-East

which it presented as part of its original testimony.

5 Baker Testimony on Rehearing, Exhibit JCB-1.
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into the PJM market.6  Paragraph 1 of the Stipulation affirms the voluntary nature of the

PJM energy market for purchases and sales of energy and affirms that AEP can elect to

either participate in PJM’s spot energy market to meet Kentucky Power’s native load

energy requirements, contract bilaterally with other entities to supply energy, or

schedule its own generation to meet those requirements.

The Stipulation specifies that AEP, on behalf of Kentucky Power, will retain its

existing rights to “self-schedule” its resources to meet its native load’s energy needs.7

The Stipulation also affirms that this Commission will retain its existing authority to

conduct fuel adjustment and base rate proceedings to investigate and establish the

level of energy and generation costs recoverable in Kentucky Power’s retail rates.  This

affirmation of this Commission’s authority, coupled with the voluntary nature of PJM’s

energy market for meeting Kentucky Power’s native load energy requirements, provides

adequate assurances that Kentucky Power’s retail energy costs will continue to be fair,

reasonable, and relatively stable over time, and not subject to market price variations.

Another reason for the Commission’s denial of PJM membership was that the

transfer of control of Kentucky Power’s transmission assets to PJM would be

inconsistent with the Commission’s duty to enforce KRS 278.214, which provides that

retail customers be the last to suffer curtailment or interruption of service resulting from

an electric system emergency.  Pursuant to Paragraph 3a of the Stipulation, PJM will

not direct AEP or Kentucky Power to interrupt retail customers as a result of capacity

                                           
6 July 17, 2003 Order at 20.

7 In the event that FERC proposes mandatory purchases or sales of energy into
PJM’s market, the Stipulation provides that PJM and the other parties are obligated not
to contest AEP’s decision to not participate in any such mandatory market.
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deficiencies elsewhere on the PJM system so long as AEP has maintained adequate

capacity in accordance with PJM’s reserve methodology.

In the event of a transmission emergency, PJM is responsible only for

determining the location, quantity, and timing of any curtailment.  PJM is not responsible

for determining or directing the manner in which load is to be curtailed during an

emergency.  Pursuant to Paragraph 3b of the Stipulation, PJM will direct AEP to curtail

retail load only after PJM has exercised all other available opportunities to remedy an

emergency without curtailing retail load.8  Finally, the Stipulation provides in

Paragraph 3d that the approval of Kentucky Power’s membership in PJM will not alter

this Commission’s existing authority over the application by Kentucky Power of

curtailment practices to its retail customers.

Based on the Stipulation’s provisions on curtailment, it appears that PJM will not

be in violation of KRS 278.214 since it will not be determining or directing which

customers should be curtailed during an emergency.  Rather, that task will remain with

Kentucky Power.  Consequently, approving the proposed transfer of control will have no

impact on the enforceability of KRS 278.214, which is now pending judicial review.9

                                           
8 In order to ensure reliability, the Stipulation appropriately recognizes the need

to be able to utilize curtailment in extraordinary circumstances such as where load
shedding would be beneficial to preventing separation from the Eastern Interconnection,
preventing voltage collapse or in order to restore system frequency following a system
collapse.  Stipulation, Paragraph 3.  These extraordinary remedies are appropriately
recognized and are consistent with the requirements of the North American Electric
Reliability Council and the East Central Area Reliability Council.

9 See Kentucky Power Co. d/b/a American Electric Power v. Martin J.
Huelsmann, et al., Civil Action No. 03-47JMH (E.D. Ky. filed July 18, 2003) and
Kentucky Power Co. d/b/a American Electric Power v. Public Service Comm’n of
Kentucky, Civil Action No. 03-CI-901 (Franklin Circuit Court, Ky. filed July 22, 2003).
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The Commission had also expressed concern in the July 17, 2003 Order that

Kentucky Power could be required to pay twice for adequate generating reserves: once

through its owned and purchased generation, and again through PJM tariff charges.10

The Stipulation clarifies this issue by making clear that, so long as AEP-East maintains

adequate capacity in accordance with applicable PJM capacity requirements, AEP-East

and the retail customers provided generation service by AEP-East will not be obligated

to pay PJM to maintain adequate capacity within the PJM footprint.11  In addition, the

parties have attached to the Stipulation the detailed methodology used by PJM to

determine an adequate reserve margin.  The Commission is familiar with that

methodology and finds that it is reasonable for use on the PJM system.

Another major concern expressed in the July 17, 2003 Order was that approving

the transfer of control of Kentucky Power’s transmission assets to PJM could erode this

Commission’s existing authority to protect Kentucky retail customers.  The Commission

notes that Paragraph 4 of the Stipulation is consistent with existing state authority and

preserves our right, pursuant to KRS 278.285, to review any demand-side management

programs that may be offered by PJM to Kentucky Power.  No such program will be

offered directly by PJM to Kentucky retail customers.

Finally, Paragraph 5 of the Stipulation provides that this Commission shall

continue to establish Kentucky Power’s rates based upon its assets included in retail

rate base.  This will also preserve our authority under 807 KAR 5:058 to review

Kentucky Power’s Integrated Resource Plan as we have done historically.  Furthermore,

                                           
10 Order at 15.

11 Stipulation, Paragraph 2.
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the Stipulation makes clear that nothing therein, or the Commission’s approval thereof,

shall be construed to alter the jurisdictional authority of the Commission.

In conclusion, the Commission finds that, subject to the terms of the Stipulation,

Kentucky Power’s application to transfer functional control of its transmission assets to

PJM is for a proper purpose and is consistent with the public interest pursuant to

KRS 278.218(2), and should, therefore, be approved.  This approval is strictly subject to

the express terms of the Stipulation, and is contingent upon the approval by FERC of a

Unilateral Offer of Settlement based upon this Order (and the attached Stipulation) in

full settlement of Case No. ER03-262-009 as applied to the Commonwealth of

Kentucky.  The parties to the Stipulation are directed to prepare the necessary

documents for this Commission’s joinder in the submittal to FERC as part of this

approval process.

IT IS THEREFORE ORDERED that:

1. Kentucky Power is granted conditional authority to transfer functional

control of its transmission assets to PJM subject to the FERC accepting, without

additions or modifications, an offer of full settlement, consisting of this Order and the

attached Stipulation, as applied to the Commonwealth of Kentucky in FERC Docket

No. ER03-262-009 (and related sub-dockets).

2. The parties to this case shall prepare the necessary documents for the

Commission’s joinder in the filing of this Order and attached Stipulation as a full

settlement as applied to the Commonwealth of Kentucky in FERC Docket

No. ER03-262-009 (and related sub-dockets).
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3. In the event that this Order and attached Stipulation are accepted without

additions or modifications by FERC as a full settlement as applied to the

Commonwealth of Kentucky in Docket No. ER03-262-009 (and related sub-dockets),

the conditional approval granted herein shall be unconditional, and this case shall be

closed, upon the filing of a FERC order accepting the full settlement.

4. In the event that this Order and attached Stipulation are not accepted

without additions or modifications by FERC as a full settlement as applied to the

Commonwealth of Kentucky in Docket No. ER03-262-009 (and related sub-dockets),

the conditional approval granted herein shall be null and void and further proceedings

shall then be scheduled to determine whether Kentucky Power’s pending application is

in compliance with KRS 278.218.

Done at Frankfort, Kentucky, this 19th day of May, 2004.

By the Commission



APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 2002-00475 DATED May 19, 2004












































































































